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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )

) No. 84R-1113-SW
JOHN LA MONTAI NE )

For ellant:  John La Montaine,
ApP in pro. per.

For Respondent: A Jovanovich
P Counsel

OP1 NI ON

Thi s aiyeal IS made pursuant to section 19057,
subdi vi sion (a), of the Revenue and Taxation Code
fromthe action of the Franchise Tax Hoard in denying the
claimof John La Mntaine for refund of personal Incone
tax in the amount of $471 for the year 1981,

1/ Unless otnerw se specified, all section references

are t0 sections of the Revenue' and Taxation Code as in
effect for the year in issue.
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The sole issue in this appeal is whether appel-
lant is entitled to a refund of taxes paid on interest
i ncome from securities guaranteed by the Governnent
National Mrtgage Association.

When appellant filed his state tax return for
1981, he included on his return interest from securities
uar anf.eed by the Government Nati onal I\/brtgage Associ a-
?i on (GNMA).2/ These anpunts were included in
appel lant's gross income and were. taxed accordingly.

On March 26, 1984, appellant filed an anmended
return for the year 1981, in which he stated that the
interest income fromthe Gnnie Mies was erroneously
included in his gross income. In support of his poSition
ﬁ/gpel | ant asserts that during 1981, interest from Gnnie

es was not taxed in California and that to tax these
Isecurl ties woul d constitute unequal application of the
aw.

~ Respondent treated appellant's amended return
as a claimfor refund and denied the claimon June 26,
1984. Respondent's position is that the G nnie Maes are
not obligations of the United States Government; there-
fore, interest from such securities is Subject to
California personal income taxation. Thi's position was
docunented in a letter to various state and national
[IJ:ubI i shers fromdenn L. Rigby, Chief Counsel of the
ratncmste Tax Board on May 14, 1984, which stated, in
par at:

Interest incone from Securities commonly known
as GN MA "Pass-Through" or "Mrtgage-Backed"
securities ("Ginnie Maes"), i ssued by' approved
entities and guaranteed by the Governnent
National [Mrtgage] Association under 12 U S.C A
Section 1 21(g? I's taxable for purposes of
California personal income taxation. These
certificates are not direct_obligations of the
United States CGovernment. Therefore, despite
the backing of the full faith and credit of the

2/ 1T 1s assuned that the securities referred to in the
appeal are G nnie Mues issued under 12 U . S.C. § 1721(q)
(1976). Al though neither respondent nor a{)ﬁellant have
specifically identified the certificates, e letter
referred to by appellant,.and the cases referred to by
respondent, al’l involve Gnnie Maes, which are, in fact,
backed by G\MA
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United States, they are a renote and contingent

liability of the federal government and, as

such, are subject to state taxation.  (Mntgonery
ocal

Ward Life Ins. Co. v. State Departnment of L
Governnent, (1980) 89 TTT. App. 3d 292, 411

N.E.2a 973 accord: Farners and Traders State
Bank v. Johnson, (1984) 121 [I1[. App. 3d 43.0)]

This ruling represents a change from our previous
position, and is applicable to all open taxable

years.

_ Section 17137 provides that gross income w |
not include any inconme which California is prohibited
from taxing because of the laws of the United States.
Congress, 1n passing 31 U S C. section 3124(a), provided
that stocks and obligations of the United States CGovern-
ment are exenpt from'taxation by any state.  ~ The issue in
this appeal, therefore, is whether the Gnnie Mies are
obligations of the United States Governnent.

~ Asearly as 1944, the United States Supreme
Court in the case of Smth v. Davis, 323 U S. 111 (89

L. Ed. 1071, set out the Tour requirenents which nust be

met: before a security can be classified as an obligation
of the United States. Basically, the certificates nust
be witten docunents which bear interest and have a
binding promse by the United States to pay specified
sums af specified dates. Finally, there nust be a

pl edged-full faith and credit by the United States to
supPort the promse to pay. ReSpondent has concluded
that the certificates guaranteed by GNVA satisfy all the
requi renents except the one which requires a binding
prom se by the United States to pay specified sunms at
specified dates.

The question of whether Gnnie Me certificates
guaranteed by G\WWA and backed by the full faith and credit
of the United States, are thenselves subject to state
taxation was resol ved agai nst the taxpayer in Mntgomer
Ward Life Insurance Co. v. Departnent.of Local Ver nment
AfTalrs, 411 ~N.E.2d 9/3 [89 Ill.App.3d 292] (1980). I n
This case, the court described the history of GWA:'

In 1968, Congress, in an effort to attract
private capital into the secondary nortgage

mar ket of private housing, created GNMA as a
mholky-omned governnent corporation (see 12

U S.C § 1716b (1976)) and authorized it to

I npl enent’ what has_ becone known as the wortgage
Backed Securities Program (12 U S.C
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§ 1721(g) (1976).) A "secondary narket" is, in
eneral, the neans whereby initial nortgage
enders, such as banks and savings and [oan

associ ations, can refinance nortgages that have

al ready been witten, thereby freeing their

capital to nake nore nDrt?age | oans.  Speci f-

ically, GNVA and its counterpart, the Federal

Nat i onal Mortgage Association (F8MA) are to

assi st thls.sepondar¥ mar ket "by providing a

degree of |IqU]dIt¥ or nortgage investnents,

t hereby inproving the distribution of invest-

ment capital avallable for hone nortgage

financing." (12 U . S.C. § 1716(a) (1976).) New

Répes.of securities were authorized: Fannie

es issued by FNWA undar 12 u.s.c. § 1719(d)

(1976), Nbr%gﬁﬂf Participation Certificates

i ssued by GNVMA under 12 U.S.C. s 1717(c)

(1976), and G nnie Maes issued by GNVA under 12

U S.C. s 1721(g) (1976). The instant appea

invol ves the later type of certificates.

(411 N.E.2d at 974.)

_ The court went on to describe the basic opera- : .
tion of the programas follows:

A financial institution or nortgage servicing
conpany w shing to participate nust assenble or
acquire a pool ofeﬁovernnent I nsured or guaran-
teed nortgages. MA then enters into a
standard form "QGuaranty Agreenent” with the

| ssuer .. ., under which,™ inter alia, G\MA
agrees to guarantee tinely payments of prin-
cipal and interest as required b% the ternms of
the securities [citation], and the issuer
agrees to remt in a tinely manner all paynents
required by the terms of the securities.
[Gtation,]” Should the issuer fail to make
timely payments as required, the security
hol def's Sole recourse is against GNVA. ~ [Cita-
tion.] Eowever, GNVA may treat the issuer's
failure to make required paynents as an event
of default under the,GUaranM& Agreement [cita-
tion], and this provides GN\VA wth the option
of extinguishing the issuer's interest in the
pool ed nnrtga%Fs and becon1n% owner of those
nmort gages "sSubject only to the unsatisfied
rights of the holders of the securities . . . ."
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. .. <The statute authorizing the program
provides for the issuance of securities "based
on and backed by" specified guaranteed nort-
gages in a "trust or pool." 12 u.s.C. _
§ 1721(g). The issuer, at the tine the pool is
created, assigns all its rights in the under-

| ying nortgages (including 1ts rights to al
interest, principal, and Other payments nmade on
or with respect to such nortgages) to G\VA
"{tlo provide a base and to back all securities
issued . . . ."  [citation.] The authorlt% of
the issue; to "file, process and receive the
proceeds from ... guaranty clains" is
specifically made subject to this assignment.
[Citation.]. . . .A "custodial account" is
establ i shed, ~ into which the issuer deposits
proceeds fromthe pool ed nortgages and from
whi ch withdrawal s may general 'y be made only
for paynents to security holders. . . . Segre-
gation of the cash flow fromnortgages in the
pool from the other assets of an Issuer is
strictly required. [Gtation.] The issuer is
Pald a fee for its services in admnistering

he pool based on and payable fromthe interest
portion of each monthly installment. [Citation.]
.+« . The Quaranty Agreement insures that the
issuer retains only bare legal title sufficient
to enable it to service the nortgages.

(411 N.EB.2d4 at 975.)

In holding that the certificates did not

n

constitute a bindingNBronise to pay a specified sumat a
specified time, the Mntgonmery Ward court stated that the
bank, which issued the G nnie Mae certificates, is primar-

I C
ily liable to make the nmonthly interest Paynents and to
ultimately repay the principal. The certificates would
not beconme the 1nmediate obligation of GNVA until this

I ssuer defaulted and once that happened, the pool of
nDrt?ages woul d becone the property of GNVA, ~ The court
concluded, therefore, that payment” by GNMA is contingent
and whol Iy speculative. The Gnnie Mae certificates”

t hensel ves were hel d not to be subject to state taxation.

o The issue of whether the interest earned on
G nnie Maes was inmune fromtaxation was addressed by the

court in Farnmers & Traders State Bank v. Johnson, 458
N.E.2d4 13 121 I11.App.3d 43] . e

| e
Mont gomery Ward court, the Farmers court found that the
interest earned on Gnnie Maes Ts not exenpt fromstate
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taxation because the certificates do not carry a binding
prom se by the United States to_paY specified suns at
specified times: and the certificates are not used to
secure credit for the governnent, but to attract private
capital so that government credit would not be necessary.

“Appel lant contends that respondent is estopped
from considering the interest fromthe Gnnie Mies to be
taxabl e because the letter' from Chief Counsel G enn Rigby
was not issued until 1984, The period in issue_in this
appeal is 1980. Once again, we cannot agree. The
purpose of M. Rigby's letter in 1984 was to correct a
m staken interpretation of the law regarding the taxabil-
ity of interest income from G nnie Mes. have previ -
ously held in the Appeal of WlhelmS. and Geneva B.
Everett, decided Novenber 13, 1973, that the doctrine of
equrtapbl e estoppel is not a bar to the exercise of the
power to make rulings or regulations retroactive since
that doctrine does not prevent the correction of a m stake

of law.  (See Autonobile Club of Mchigan v. Conm ssioner,
353 U. S. 180, 183 [1 L.td.2d /461 (1952).)
o In sum we conclude that the interest on the
G nnie Maes was properly found to be subject to state tax
and that respondent was not estopped fronwcorrectr?ﬂ a
e

m staken interpretation of the law. Accordingly,
action of respondent nust be sustained.
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ORDER

Pursuant to the views expressed in t he opi nion
of the board on file in this proceeding, and good cause
appearing therefor,

I T |'S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 19060 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in

denying the claimof John La Mntaine for refund of
personal income tax in the amount of $471 for the year

1981, be and the same is hereby sustained.

Done at Sacranento, California, this 4th day
Of February ., 1986, by the State Board of Equalizati‘on,
with Board Menmbers M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Richard Nevins , Chairman
Conwav H Collis , Menber
William M. Benpnett » Member
Ernest J. Dronenburg, Jr. ,  Menber

Walter Harvey* ,  Menber

*For Kenneth Cory, per Governnent Code section 7.9
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